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. The industrial sector includes mining & quarrying, manufacturing, construction, electricity and gas. This sector has the requisite finance for development. In general, the financing requirements of industry fall into two types. The first is fixed capital such as the purchase of land, construction of buildings and the purchase of machinery and replacement of machinery. The second is finance required for the purchase of raw materials, payment of wages and other running expenses. However, a number of studies on the industrial sector have confirmed that banks play an important role in financial intermediation, capital formation and attracting foreign direct investment in the industrial sector [Goldberg, 2007 & Thomas, 2007 . Pakistan has taken various measures for financial reforms in order to strengthen the financial sector and to enhance the industrialization process and capital formation in the economy. The aim of this paper is to evaluate the impact of financial policy reforms on industrial sector growth in 1 See Pakistan Economic Survey 2007-08. Pakistan by employing the auto regressive distributed lag model (ARDL). The remaining part of the paper is organized as follows: Section II discusses the relevant literature. Section III presents the model, data collection and the methodological framework. Section IV reports the empirical results, while section V concludes the paper.
Literature Review
In the theoretical literature on financial liberalization and growth three types of views are available. First, Joseph Schumpeter (1911) argued that the service 1. Introduction .
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SEE Journal provided by financial intermediaries encourages economic development through channeling society's funds to the most innovating entrepreneurs. Goldsmith (1969) defined the positive link between financial development and economic activity. Hicks (1969) stated that industrialization needs funds for long term capital investment. These funds are available through a developed financial system. That is why financial development played a critical role in industrialization in England. McKinnon and Shaw (1973) presented the concept of financial liberalization enhancing growth. Further, the New Growth theory of Romer, (1986); Barro, (1991); Japelli and Pagano, (1994) and Levine (1997) comprehensively explained that the presence of financial markets enabled securities-optimistic savers to hold such assets, making liquid funds available for long term investment. Industrialization could not occur without this liquidity transformation. According to this view, the financial system offered financial services that are crucial for economic growth. The second view states that finance is relatively less important for economic growth. Robinson (1952) argues that economic growth leads to financial development. Lewis (1955) observed that financial markets expand as a result of economic growth. Lucas (1988) stated that physical capital, human capital and technological change are the only factors influencing economic growth. According to this view the real sector increases the demand for various financial services which is met by the financial sector. This view proposes that financial development simply pursues economic growth. The third judgment departs yet further to argue that financial development could have a potential negative impact on growth. Van Wijnbergen (1982) and Buffie (1984) stated that financial developments can have no impact or indeed a negative impact on economic growth. As the formal financial system develops, funds move from the controlled market to the formal market. Due to the restraint (reserve requirement) in formal markets all the funds cannot advance. This reduces domestic credit supply, giving rise to a credit crunch, which can retard economic growth by lowering investment and slowing production. Stiglitz (1994) stated that certain forms of financial repression can have a positive effect, for example, improving the average quality of the pool of loan applicants by lowering the interest rate; increasing firm equity by lowering the price of capital and accelerating growth if credit is targeted towards profitable sectors such as exports or sectors with technological spillovers.
We now review some recent empirical literature on finance and growth. Levine et al. (2000) empirically found financial intermediation to have a positive impact on economic growth in a sample of 74 countries. La Porta et al. (2002) found that greater government ownership of banks resulted in lower per capita GDP growth, even when initial financial intermediation development had a positive and significant effect. They used data pertaining to 92 countries. Khan and Qayyum (2006) used an autoregressive distributed lag (ARDL) approach to cointegration in order to determine the long-run relationship between financial liberalization, trade openness and economic growth in the case of Pakistan. They found that trade and financial policy reforms play an important role in enhancing growth.
On the other hand some studies have found that financial liberalization impedes economic growth instead of expediting it. Demirgue-kunt et al. (2001) report that banking crises may be greater in a liberalized financial system because the banks and other intermediaries have more freedom to take risk and financial liberalization is a significant factor leading to banking sector fragility. Arphasil (2001) examined the East Asian crisis (1997-98) due to interest rates and capital account liberalization, because financial liberalization leads to a credit boom, mostly on account of short-term borrowing from abroad. Such a boom leads to an unstable foundation, ultimately creating financial fragility or crises. Wade (2001) claims that it is dangerous to liberalize capital accounts when banks have little experience of the international market and non-banking institutions also borrow abroad. It is doubly dangerous when the financial sector is based on bank borrowing rather than being equity financed and when the exchange rate is pegged. Singh et al. (2003) disagreed with the perception of donors/creditors that the fundamental causes of the Asian crisis lay in the microeconomic behavior of economic agents in these societies which was due to the Asian way of doing business. Tornell, Westermann and Martinez (2004) empirically proved that financial liberalization increased the incidence of financial crises. Mete (2007) stated that financial liberalization rendered the Turkish economy vulnerable to currency crises. Behrman et al. (2009) found that increase in financial liberalization is associated with bank crises and other domestic and external shocks, and that higher schooling inequality reduces the impetus for liberalization brought on by bank crises in Latin America.
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Model, Data and Methodological Framework
To check the impact of financial liberalization on industrial sector growth in Pakistan, we employ a CobbDouglas function, as specified in equation (1) 
Methodology Framework
This paper uses Phillips and Perron's (1988) unit root test in order to determine the level of integration as it has small sample size properties (see details in Appendix-A). The Autoregressive Distributed Lag Model determines the long-run and short-run relationships between the variables, as proposed by Pesaran et al. (2001) . This testing procedure is generally known as the bounds testing procedure or autoregressive distributed lag (ARDL) model. It has the following econometric advantages in comparison to other cointegration procedures. First, endogeneity problems and the inability to test hypotheses on the estimated coefficients in the long run associated with the Engle Granger method are avoided. Second, the long and short-run parameters of the model are estimated simultaneously. Third, all the variables are assumed to be endogenous. Fourth, the econometric methodology is relieved of the burden of pre-testing unit roots, and is applicable whether the underlying variables are I(0), I(1), or fractionally integrated. The ARDL procedure involves investigating the existence of a long-run relationship in the form of an unrestricted error correction model as follows: (2006) response surface, according to the sample size. However, conclusive inference cannot be made when the test statistic falls within the lower and upper bounds. In this case, the time series properties must be known before any conclusion can be drawn (Pesaran et al., 2001) . When a long-run relationship exists, the F-test indicates which variable should be normalized. If a long run relationship exists (co-integration) among the variables, the following long run model is estimated: Through the ARDL bounds testing procedure, the estimated long-run and short-run coefficients are presented in Table- The coefficient on the financial liberalization index is -0.04 and the coefficient on the real interest rate is -0.006, both confirming that a unit increase in the financial liberalization index and real interest rate causes industrial GDP to shrink by Rs. 1.04 million and Rs. 1.006 million respectively in the long run 2 . Capital positively and labor negatively impacts industrial growth in the short run. The labor coefficient is negative because in the short run output cannot increase through an increase in labor force alone. The coefficient on the error correction term indicates that a 41% shortrun disequilibrium is adjusted every year. Table-5 represents the diagnostic tests results. The test results confirm the validity of the long-run and short-run results. The stability of the selected ARDL model has also been evaluated using the cumulative sum (CUSUM) and the cumulative sum of squares (CUSUMSQ) of the recursive residual test for structural stability. The model appears stable and correctly specified because neither the CUSUM nor the CUSUMSQ test statistics exceed the bounds of the 5 percent level of significance (see Figures 1  & 2) .
Empirical Results
Conclusion and Policy Recommendations
The purpose of this study is to investigate the impact of financial reforms on industrial sector growth in the case of Pakistan by applying the semi-log function for the period 
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